on {forward-looking cconomic cost], the efficient result 1s for the new
entrant to build 1ts own facilities 63/

Forward-looking costs - determined using an economic model or other forward-
looking methodology, rather than by reference to an individual carrier’s accounting
records - more accurately gauges the costs driving economic decision-making by any
enterprise Forward-looking costs can also be neutral as between incumbents and
new entrants, and between wireless and wireline technologies:
[W]e find that the use of mechamsms incorporating forward-looking
economic cost principles would promote competition in rural study
areds by providing more accurate investment signals to potential
competitors. * * ¥ Beecause support will be calculated and then
distributed 1n predictable and consistent amounts, such a forward-
looking economic cost methodology would compel carriers to be more

disciphined in planning their investment decisions.. 64/

A. The Commission Should Develop Appropriate Forward-
Looking Costing Analytical Platforms and Inputs

The first step 1n developing a new forward-looking cost-based system
for computing hagh-cost support 1s developing an analytical platform and
appropriate mputs with respect to the torward-looking cost — “what 1t would cost
today to build and operate an efficient network (or to expand an existing network)
that can provide the same services as the mmcumbent’s existing network” 65/ — 1n
arcas served by rural ILECs and their competitors The Commission should seek

comment ol 1ssues such as the following.

0.3/ TELRIC NPRM al 9§ 30
b4/ Universal Service Furst Report and Order, 12 FCC Red at 8935-36, 9 293

6h/ TELRIC NPRM at § 30



e  Whether the existing Synthesis Model provides an adequate model
platform for this purposc;

e [f so, what modifications to input assumptions (if any) would be needed
to apply that model to areas served by rural ILECs and theiwr
competitors,

e Ii the Synthesis Model cannot be used or adapted, how an alternative
model platform or other forward-looking cost methodology should be
developed 66/

Although, the Rural Task Force expressed reservations about utilizing
the existing Synthesis Model to develop support amounts for rural carriers, 67/ the
Commission correctly recognmized that

Many commenters representing the interests of rural telephone
companies argue that the Rural Task Force's analysis conclusively
demonstrates that the forward-looking cost mechanism should not be
used to determine rural company support and that only an embedded
cost mechanism will provide sufficient support for rural carriers. We
disagree. While the Rural Task Force demonstrated the
inappropriateness of using input values designed for non-rural carriers
to determine support for rural carriers, we do not find that 1ts analysis
justifies a reversal of the Commission’s position wath respect to the use
of forward-looking cost as a gencral matter. 68/

It 15 also significant that the recent TELRIC NPRM sccks comment on forward-
lookimg costing matters with respect to UNEs offered by small ILECs as well as

larger carriers. 69/ While UNE pricing entails some different methodological 1ssues

5% Wester n Wireless has demonstrated that i 1s quite possible to develop an appropriate
model to implement a forward-looking cost methodology lor rural ILECs  See James W
Stegeman, “Propusal for a Competitive and Efficient Universal Service High-cost Funding
Model/Platform,” Attachment [ to Western Wireless Comments in Joint Board Competitive ETC

Pioceeding
o

657/ Rural Tusk Force Recommendation lo the Federal-State Juint Board on Universal Service,
16 FCC Red 6165, 6181 (2000)

68/ RTE Order, 16 FCC Red at 11311-12, 99 174-75 (emphasis added)(citations omitted)
6 TELRIC NPRM at 99 161163
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than determination of forward-looking costs for universal service high-cost support
purposes, therc are many related 1ssues, and the Commission can productively
address both the UNE pricing and high-cost support 1ssues simultaneously, and can
do so using many (if not ally of the same criteria. For example, for purposes of
developing approprate forward-looking inputs to the rural universal service cost
methodology, the Commission should consider how to develop dynamacally efficient,
forward-looking demand estimates that account for the development of facilities-
basced competition (¢ e, that no single provider’s facilitics will serve 100% of the
conswmer demand 1in any given area) 70/

The Commission’s costing analysis efforts in the context of universal
service should not be limited to ILEC network costs  In many cases, wireless
networks may incur lower forward-looking costs to provide basic umiversal
service 71/ For example, 1n 1998 Western Wireless developed a Wireless Cost
Modcl based largely on the HAI wireline model, but incorporating a wireless
network module 1n place of the HAI model’s standard wireline loop module. The
Hatfield Wireless Model (‘HWM”) estimates the cost of wireless scrvice, using

cluster population data and ILEC traffic loads to determine ccll site, equipment,

T/ C{ THLRIC NPRM at % 75

av For this purpose, both ILEC and CMRS cost models should estimate the cost of
providing the supported services mcluded 1 the “delinition of universal service ”  See Federal-
State Jurnt Board on Universal Servwce, Order and Order on Reconsideration, 18 FCC Red 15090
(2003) (realhrming existing definmition of “umversal service”)
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and backhaul requirements, and using the transport, swilching, signalling and
other cost data from the HAL wireline model 72/

The goal of universal service must be to preserve and advance
universal service as efficiently as possible, and therefore the forward-looking
approach for purposes of determining high-cost support amounts should be
calculated, for alf carriers, based on the lesser of the forward-looking cost of ILEC
network technology or the forward-looking cost of wireless network technology. The
Commssion recently reaffirmed 1ts “commitment to forward-looking costing
principles,” and explained that “[a] forward-looking costing methodology considers
what 1t would cost today to build and operate an efficient network (or to expand an
existing network) that can provide the same services as the incumbent’s existing
network 73/ Consistent with the Commuission’s theory of forward-looking cost, the
Commission should make funding available based on the lower of the efficient
forward-looking costs of ILEC real-world networks and the efficient forward-looking
costs ol real-world wireless networks, developed based on “the real-world attributes
of the routing and topography” of such carriers’ networks 74/ For example,
Western Wireless demonstrated that, if unmiversal service support were basced on the

lesser of ILEC forward-looking costs or wircless forward-looking costs, then there

T2/ See Ex Parte Letter irom David L Sieradzkr, Counsel for Western Waireless Corp , to
Magalie Roman Salas, FCC Secrctary, CC Docket No 96-45 (Aug 26, 1998) (available at

hitp Jeulltoss? fee goviprodiecls/retneve cp1’native or pdf=pdfé&id document=2140160001 and
nttp Hgullfoss2 fee goviprod/ectsiretrieve.cgi’native or_pdf=pdf&id document=2140160002)
CWesiern Wireless Model Ex Parte?)

T3 TELRIC NPRM, 4% 29, 30

T {d ar 9 52
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could be a savings of 48% compared to providing universal service support based
only on wireline technology 75/

As part of the process of re-examining the forward-looking cost
analytical process. the Commission should reconsider some of the ILEC-centered
assuinplions it has made 11 1ts past modeling efforts  For example, 1n the ornginal
Synthesis Model for high-cost universal service support, the Commission began
with an assumptron that the basic geographic umt of analysis was the ILEC wire
center ‘The Commssion should consider dropping that assumption and, instead,
use a technology-neutral geographie umt of analysis, such as counties or census-
block-groups Onc advantage of such an approach 1s that data on the specific
geographic boundaries and other features of such units are more readily available to

the public than ILEC wire center and study area boundaries.

B. The Commission Should Establish a Competitively Neutral
Methodology to Derive Support Amounts

Once the Commaission has an analytical methodology 1n place to
determine torward-looking costs for each specified geographic area, the next step 1s
to establish the rules for deriving support amounts Western Wireless submts that
such rules should mect each of the following criteria

(1) As directed by the Tenth Circuit, the methodology for all carriers,

rural as well as non-rural, must be “sufficient” and must be

targeted to advance the statutory goals of “affordable” rates in high-

75/ Western Wireless Model Ex Parte, Attachment 2 (“‘Umversal Service The Wireless
Solution™), at 19
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cost arcas that arc “rcasonably comparable” to those 1n urban

areas. 76/

(2) The methodology must be competitively and technologically neutral
Thus, 1t should not make any difference whether the geographic
area 15 served by a rural ILEC, a non-vural ILEC, a competitive
ETC, or some combination.

(3) The methodology should provide sufficient federal support for a
carrier seeking to serve a given high-cost geographic area,
regardless whether that area 1s located 1n a state with average
costs that are above or below the national average

(4) The methodology should provide sufficient federal support to give
states with costs well above the national average the resources to
supply any needed intrastate support.

(5) The methodology should include “inducements” for states to take
any necessary intrastate actions to eliminate implieit support, as
required by the 1996 Act. 77/

There are a number of possible approaches that would satisfy these

objectives Qwest Commurnications outhned one possible approach in its comments

76/ Quest Corp v FOC, 268 F 3d 1191 (10th Cir 2001)  See also Tenth Cireuit Remand
Order 4 36-18 (clanfying FCC's definitions of key terms)

T/ Guest Corp v FCOC, supma
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m the Tenth Cocuit Remand proceeding 78/ Under Qwest’s proposal, the current
high-cost support mechanmisms (modcl-based support and Interstate Access Support)
would be replaced by what Qwest called “Ticr One” and “Tier Two” support. Tier
Une Support would be based on a simple comparison of the cost of service 1n each
arca wilth a national benchmark (such as the $31 benchmark currently usced 1n
determining support for non-rural carrmers). Tier Two Support (like the Model-
Based Fund today) would be designed to provide funding to the highest-cost states
that have the least ability to generate needed intrastate funding based on the
divergence between the statewide average cost and the national average, while at
the siume tune ensuring that the most rural areas are ehigible for federal universal
service funding While Qwest offered 1ts proposal specifically for areas served by
non-rural ILECs and their competitors, Western Wireless belicves a sumilar
approach could also be applied to areas served by rural ILKCs and their competitors

The Commussion should seek further comment on this idea 79/

T8 Qwest Comments, CC Docket No 96-45 (10th Circuit Remand Proceeding) (filed Apral 10,
2002) see also Ex Parte Letter from John W Kure, Qwest, to Marlene H Dortch, Secretary, CC
Docket No 96-45 (filed Oct 1. 2003) (summarizing Qwest’s position on the Tenth Cireut

remand)

i While the Commisswon did not adopt Qwest's proposal in the Tenth Circuit Remand
O der, 1t duid not altogether reject 1t erther — the further NPRM mentions the proposal and seeks
further comment on related 1ssues  See Tenth Curcudd Remand Order FNPRM, 4| 130 n.420

Anolher, similar alternative would be to provide increasing percentages of federal
suppart ior geographie locatons of increasing cost. For example, the federal fund could prowde
25" of the difference between the forward-looking cost and the benchmark average cost for
locations with costs that are 135% to 150% of the national average, 50% for locations 150% to
2000 of the average, 75% for locations 200% to 250% of the average, and 100% of the difference
between the forward-looking cust and the benchmark average cost for locations with costs that
are 250% of the national average
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C. The Rules Must Include Inducements for Eliminating Implicit
Subsidies from Retail Rates

Sectron 254 forbids the Commission from indefinitely maimntaining
unpheit subsidies 1 the interstate rate structure, 80/ and at a minimum “states a
clear preference” that states take complementary actions to ellminate impheit
support from mtrastate rates 81/ Thas s because, as the Commission has long
recognized, "implicit subsidics have a disruptive effect on competition;” 82/ “may
discourage efficient local and long distance competition 1n rural areas and limit
consumer chowee,” 83/ and “may undermine efficient competition by permutting an
mcumbent carrier to price services below cost 7 84/ Western Wiveless submits that,

consistent with the Tenth Circuit’s ruling, the umiversal service high-cost support

80/ Texas Office of Publie Uity Counsel v FCC, 183 F 3d 393, 406 (5th Cir 1999), Alenco,
201 F 3d at 621, Texas Office of Public Uity Counsel v FCC, 265 F 3d 313, 318 (5th Cir 2001)

1. Tenth Cucutt Remand Order, Y| 286, sce also Quest Corp v FCC, 258 F 3d at 1203, AT&T
Corp v Towa Utdittes Board, 525 U S 395, 393-94 (1999) (noting that “§ 254 requires that
[intrastate] unmiversal service subsidies be phased out, so whatever possibility of arbitrage
remains will be only temporary”™ in response to ILEC concerns that availability of unbundled
pebwork elements at TELRIC would enable entrants to avoid the burden of umiversal service
subsidies built into ILECs” intrastate retail rates)

82/ Access Charge Reform, Order on Remand, 18 FCC Red 14976, 11977-78, 4 2 (2003)

833/ MACG Order, 16 FCC Red at 6-7, 9 6

81 Id , n 193  See also Access Charge Reform, First Report and Order, 12 FCC Red 15982,
195949596, 4 20 (1997) ‘Imphot subsidies also have a distuptive effect on competition, impeding
the cflicient development of competition 1n both the local and long-distance markets For
example, where rates are stgmificantly above cost, consumers may choose to bypass the
meumbent LEC's switched access network, even if the LEC 15 the most efficient provider
Conversely, where rutes are subsidized (as in the case of consumers 1n hlgh-CUSt areas), rates
will be set Loo low and an otherwise efficient provnider would have no meentive to enter the
market In either case, the total cost of telceommunications services will not be as low as 1t
would othetwise be 1 a competitive market Because of the growing importance of the
telecommuneations mdustry Lo the economy as a whole, this mefficient system of access
charges vetards job crealion and economice growth in the nation ™)



structure for arcas served by rural 1LECs, as well as for non-rural ILECs, should
melude inducements for the ILECs and their state regulators to eliminate implicit
support from their rate structures. By adopting a structure such as Qwest’s two-
tuer proposal, the Commission would ensure that every state recelves a reasonable
amount of support, and the threat of depriving the state and its carriers of that
support would estabhish an inducement to ecliminate imphicit subsidies

Western Wireless submits that the Commssion should limat ILEC
high-cost support unless their basic retail rates for residential universal service
tecover at least & minimal amount of revenue corresponding to an “affordable” rate
under the statute 85/ Rural ILIECs typically recover 50% to 75% of their revenues
from unmiversal service funding and access charges, not from their own customers;
and a significant number of those carriers maintain unreasonably low retail
rates 86/ Not only does this unhealthy dependence on high-cost support and access
charges insulate these carrers from any mcentive to be responsive to their own

consumers’ needs. 1t also means that, 1n cases where retail rates are extraordinarily

a5/ This proposal 1s different from, and distinguishable from, SBC's proposal regarding an
“allordability benchmark” for each geographic area, which the Commssion rejected 1n the Tenth
Cuoewrt Remand Order, 45 SBC proposed setting high-cost support based on the difference, 1n
cach geographic arca, between the lorward-looking cost of service and an affordability
benchmark determined based on a percentage of average household expenditure levels  See
SBC CComments, CC Docket No 96-45, al 15-16 (hled Dec 20, 2002) By contrast, Western
Wireless” proposal here would simply preclude the disbursement of federal support to carriers
that recover unreasonably low rates, below mimimal “affordable” levels, from their end-users, 1n
order 1o protect consumers across the country from providing unreasonable subsidies to such
carriers  The Commisston should seek comment on specific umplementation 1ssues related to
this proposal. such as the definition of “atfordable” rate levels 1 each geographic area

=6/ See, e g, Fred Williamson & Assocs | Ine, Comments, CC Docket No 96-45 {Joint Board
Portability Proceeding) (Nled May 5. 2003), at 11-12 (certain rural ILECs 1n Kansas reccrve only
17% of thetr revenue per access line hom their end-user customers, and the remainder from

mterstate and intrastate access charges and universal service funds)
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low, consumers around the country, who pay into the high-cost fund, are being
forced to provide unfairly gencrous subsidies

To be sure, rural consumers are entitled under the Act to rates that are
“affordable” ind “"comparable” to rates available elsewhere, with the support of the
federal high-cost universal service program  But they are not entitled to subsidized
rates below affordable and comparable levels. Such unreasonably low retail rates,
maintaimed through regulatory policies, also pose a barrer to competitive entry.

Accordingly, Western Wireless submuts that, 1n order to create
mducements to chmimate implieit subsidies, the level of federal universal service
support available to a carrier would be based upon whether a carrer’s retail rates
are at or above an “affordabihitv” benchmark. 87/ Carriers whose basic retail rates
are below that benchmark would be limited 1n the amount of support they are

cligible to recerve

V. THE COMMISSION SHOULD ESTABLISH RULES THAT
GRADUALLY PHASE IN THE NEW FORWARD-LOOKING COST-
BASED SYSTEM AND PROVIDE FOR A REASONABLE TRANSITION

Western Wireless recognizes that 1t 1s proposing a significant

transformation in the high-cost universal service system and in the way rural

HLECs are regulated. Accordingly, Western Wireless believes that a gradual

transition plan 1s appropnate, as follows

87 See, ¢ g, Sprint Comments, CC Docket No 96-45 (Joint Board Portability Proceeding)
thled Mav 5, 2003), at 15-19
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First, the new rules should not become effective until 2006, upon the
expiration of the five-vear period provided by the RTF Order, and should apply
mtially only to competitive E'TCs, non-rural ILECs, and rural ILECs owned by
relatively large holding companies  The rules should be phased in more gradually
for smaller rural ILECs  Sccond, a transitional mechanism should be establhished
~uch that no carrer’s high-cost support 1s reduced by more than 20% 1 any one
funding vear Third, a “safety net” should be available under which a carrier could
show, using clear eriteria established i advance, that 1t neceds additional support te
avord hardship

In the RTF Order, the Commission determined that the key elements
of that plan would remain 1n place for a five-year stability period, running through
mid-2006 88/ Simalarly. 1n the MAG Order, the Commaission concluded that the key
features of the access charge reform plan adopted 1n that order should remain 1n
place for the same five-year period. 89/ Western Wireless believes that the Jownt
Board and the Commission must keep their promises and deliver the regulatory
stability that they pronused to [LECs and competitive ETCs alike, which 1s erucial
for investment and economic decision-making. However, it 1s certainly timely for

the Commission to begin now to lay the groundwork necessary to begin eliminating

88/ RTF Order, 16 FCO Red at 11309-10, 9 167

89/ MAG Order, 16 FCC Red at 10,9 15
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Late-of-peturn regulation as of the end of the 5-year RTF stability period, as was
presaged in the RTF Order 90/

Western Wireless proposes that the new system of high-cost universal
service funding and interstate access charge regulation be introduced 1n 2008, at
the end of the five-year period of the RTF plan, and phased in gradually thereafter.
Specifically, 1in 2006, the new universal service system should apply only to
competitive KTCs, non-rural 1ILECs; and rural ILEC study areas with 100,000 or
more limes n all affiliated study areas nationwide and/or 30,000 lines or morc 1n all
affiliated study areas statewide The plan would be extended 1n 2008 to rural ILEC
stady arcas with 50,000 or move hines 1n all affiliated study areas nationwide and/or
15,000 or more lines 1n all affiliated study arcas statewide, and 1n 2010 to rural
ILEC study areas with 20,000 or more hnes 1n all affiliated study arcas nationwide
and/or 5,000 or more hnes 1n all affihated study areas statewide The plan would
not be apphed to the smallest rural ILECs until 2012,

In order to prevent “rate shock” to carriers whose support payments
are reduced, Western Wircless suggests that, in addition to the gradual
mmplementation schedule proposed above, the plan be implemented 1n such a way
that no ILIEC study area loses more than a specified percentage (20 or 25 percent) of
the amount of support 1t previously received 1n any one year “Hold-harmless”
support should be made available, 1n addition to the forward-looking cost-based

support, to case the transition process Competitive ETCs operating 1n such a study

vu/ Sce RTE Order, 16 FOC Red at 9 12
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arca would receive a comparable amount of portable support (on a per-line basis) for
cach customer connection they serve

Furthermore, as in the RTF plan, Western Wireless believes that a
“satery net” supplementary support mechanism should be available If a carrier can
prove that, in its particular circumstances, the amount of support 1s not sufficient to
provide the basic universal scrvices, an additional safety net or supplemental
mechanism should be available for a imited period of time  Specific criteria for
such supplemental support would have to be adopted in advance. This would
prevent rate shock and unduly rapid transitions for the RLECs, while ensuring an

orderly change to the system based on forward-looking costs.

V1. THE COMMISSION SHOULD FURTHER REFORM RLEC
INTERSTATE ACCESS CHARGES TO FULLY ELIMINATE IMPLICIT

SUBSIDIES

As part of 1ts elimination of ROR regulation of the RLECs, the
Commussion should seek comment on changes to the interstate access charge rules

Specifically, the Commission should consider rate structure rule changes necded to

rebalance the rates charped by ROR carricrs and eliminate all implhicit subsidies

embedded 1n those carriers’ interstate access charges 91/ The Commassion should

91/ See Tenth Cireutt Remand Order FNPRM, 9 127 (encouraging states “to replace impheit
support with exphat support mechanisms that will be sustainable in a competitive
environment™  Consistently, the Minnesota Public Utilities Commussion recently commenced
an mguiry 1nto rebalancing of local rates und mirastate access charges, and related umversal
svevice tule changes, in order to eliminate imphat “subsidies that may mhibit the development
ol viable competition and the benefits 1t may yield 1in the form of consumer choice, service
gquality. efhiciency, and as an impetus to technological advance Competitors cannot profitably
enter Jocal markets where they bear operation costs higher than the subsidized 1ates they must
meet 10 order wo compele ™ Statement of Proposed Inguiry, Commussion Tnvestigation of
Litrastate Aceess Charge Reform, Docket No P-999/CI1-98-674, Untversal Service Rulemaking,
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also modify 1ts policies regarding access charge rate levels of ILECs currently
subjeet to ROR regulation These policy changes should be coordinated with the
Commission’s broader efforts to reform and harmonize the rules governing inter-
carrier compensation

First, the Commission should significantly inercasc or ehhmate
altogether the caps on subseriber line charges (“SLCs”), which preclude 1LECs from
recovering the full cost of loops from end-users. The Commaission has long
recognized that ILECs mcur loop costs on a non-traffic sensitive basis, that the most
ccononmucally efficient way to recover those costs 1s on a non-traffic sensitive basis
trom the cost-causers (end-users); and that SLC caps constitute an implicit subsidy
from access customers (and universal service contributors who pay into the ICLS
fund) to end users The Commussion should put an end to such implicit subsidies
This does not necessarily have to lead to an increase in the rates charged to end-
users  However, rather than relying heavily on imphaeit subsidy mechanisms such
as SLC caps to ensure that end-user rates are reasonable and affordable, the
Commussion should mstead use forward-looking cost-based universal service
support Lo achieve reasonable end-uscr rates — but only to the extent nceded, and
only on a competitively-neutral basis

Second, the Commission should seek comment on other rate structure

changes to elimimate 1mplicit subsidies from the interstate access rate structure,

Docket No P-999/R-97-309, Commussion Investigation of Cost for the Appropriate Level of
Cmversal Service Support, Docket No P-999/CI-00-829, at p 2 (1ssued Oct 13, 2003) (available
at hitp fiwww pue ~tate mn us/docs/stmtofing pdf)
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such as the rule that local switching costs be recovered from long-distance carriers
on a tratfic-sensitive basis  The Commssion has recognized that 11L.ECs incur the
cost of the “port” component of local switching on a non-traffic sensitive basis, and
many parties have argued that the remainder of local switching costs are largely, or
possibly entirely, non-tratfic sensitive. 92/ If these arguments are correct, then
some or all of the local switching charges currently paid by long-distance carriers on
2 tralfic-sen=itive basis ought to be paid by end-users on a non-traffic sensitive basis.
Third, the Commission should modify 1ts rules to set ILECs’ access
charge rate levels — 1 e, the SLCs and switching charges paid by end-users, as well
as the local (ransport and any possible remaining local switching charges paid by
long-distance carriers — based on forward-looking costs, rather than embedded costs
As the Commission has made clear in recent access charge proceedings, 1t is
possible to assess the reasonablencss of access rates based on forward-looking
costs 93/ Moreover, the Supreme Court has affirmed that forward-looking
econonuc cost-based rates can be fully compensatory to the ILECs. 94/ Such reform
15 overdue and should be adopted with respect to all ILEC interstate access charges.
Fourth, with respect to future adjustments in access rate levels, the

Commussion should consider whether the existing price cap system that applies to

99/ See, ¢ ¢, AT&T Comments, CC Docket No 02-148, filed July 3, 2002, at 66-69.

Y/ Coust Review Proceeding for Residential and Single-Line Business Subscriber Line Charge
(SLC) Caps. Ovder 17 FCC Red 10863 (2002) (evaluating the forward-lookimg costs of price cap
LECs loops, and concluding that a substantial proportion have costs 1n excess of the $6 50 SLC
cap)

91/ Vertzon v IFCC, 535 US av 471
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non-rural TLECs should be apphed to the RLECs, or whether modifications to that
svstem might be appropriate Moreover, the Commassion should consider whether
to adopt pricing flexibhility rules comparable to, or different from, the measures that
apply to the larger ILECs  In particular, 1t might be appropriate to use the receipt
of hugh-cost support by a competitive ETC as a “trigger” for certain types of pricing
fleaibility for the RLECs

Finally, access charge 1ssues should be addressed 1n the context of the
pending Intercarrier Compensation proceeding. Western Wireless supports the
(Commission’s objective of ultimately reducing all forms of intercarrier compensation
to zevo, and requiring all carriers to recover revenues from their own customers
rather than from other carriers. Eliminating ROR regulation of the RLECs should
tacihitate the Commission’s accomplishment of 1ts goals 1n this regard In particular,
reduction of the excessive access charges collected by the RLECs will eliminate a
competitive mequalhity from the rural marketplace, 1n that ILECs are entitled to
impose tanffed access charges on long-distance carriers, but CMRS carriers are
prohibited from domg so  Reduction of RLEC access charges will also lead to
cconomic efficiency and should benefit rural consumers, who currently suffer from a

severely distorted long-distance and local marketplace

VII. CONCLUSION

For the foregoing reasons, the Commission should take expeditious
aclion ts phase oat rate-of-return regulation as the basis for small and mid-size

ILECs’ umversal service disbursements and access charges This would serve the

S 47 -



pubhic interest far more efficiently —and would control the growth of the fund much

more effectively — than some of the anti-competitive proposals that the ILECs have

advocated in the Joint Board Portability Proceeding. Instead of the antiquated,

melficient, and anti-competitive system of ROR regulation, the Commission should

develop a regulatory system based on forward-looking cost.
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Rate of Return Regulation:
Problems That Can No Longer Be Ignored

Rate of Return Regulation: A Failed Model of Economic Regulation

Western Wireless Corporation (“Western Wireless™) addresscs the theoretical and
practical problems that sesult from using an embedded cost/rate of return methodology to
deternune umversal serviee fundmg for smaller incumbent local exchange carriers
{*ILECs™) 1n a separate paper, “Rate ot Return Regulation® A Failed Model of Economic
Regulation,” released on June 3, 2003 1 Western Wareless showed that carriers have both
the meentive and abihity to mampulate their embedded cost study results 1o maximeze
thew umiversal service fund (“USF™) and/or interstate access revenue and documented
instances m which the Federal Communications Commussion (“FCC™) has found that
carrters have done so Western Wireless 1eccommended that rate of return regulation for
smaller TLECs be replaced by a system in which USF payments to all ILECs are based on
torward lookimg economic costs (“FLEC™)  Until such time as an appropnate FLEC
model can be developed for smaller [LECs, Western also recommended that the FCC
estabhish a strimgent and comprehensive audit program over ILEC embedded cost studics
(v cnsure the integnity of the high cost fund mechamsms

in this Paper, Western Wireless further documents instances in which ILECs have
mantpulated therr embedded cost studies to maximize their USF and/or access revenuc
Tius nme. Western Wieless tocused 1ts review on state commission proceedmgs i
which large or small ILEC embedded cost studies were thoroughly scrutimzed  State

commissions typically conduct more comprehensive audits or reviews of carrers’ cost

]



sludies than does NECA o1 the Comnussion, which, m itsclf, 1s a problem and raises the
issuc ol fack of federal oversight of ILEC cost studies [t 1s highly likely that, if
conducted by NECA or the FCC. thorough audits of ILECs® USF and access cost studies
would reveal problems similar to those identificd by the states herein (the problems with
the ILECS™ federal cost studies would hkely be of even greater magnitude given the
listoric lack of oversight)

The cost studies reviewed for this Paper were submitted 1in different types of
proceedings rate cases, carnings mvestigations, state umiversal fund audits, and earnings
sharmyg calculatons under alternative regulatory mechanisms The lack of oversight of
ILEC cost studies 1s also a problem at the state level because detailed reviews of carrier
cost submussions have become less common in the Jast few years -- most states no longer
regulate the former Bell Operating Companies (“BOCs™) on a rate of return basis and
many states either no longer or do not actively regulate the local rates of smaller ILECs
and/ or cooperatives

The results of Western Wireless” review  of state commussion proceedings
myvolving ILEC cost studies arc striking  In virtually all instances, significant problems
with the carners” cost submussions were identified that resulted 1in disallowances of
speciic cost items and/or a scttlement with the carmer receiving significantly less than
ongmally requested  The abuses uncovered mcluded musstated affiliate transactions,
tatlure to fully and accurately wdentify and allocate nonrcgulated costs, inclusion of costs

that were nol related to the provision of regulated scrvices, and accounting

misclassifcations



Kansas Case Study

In 1995, the Kansas Corporation Comnussion (“KCC”) began a series of audits
and general rate mvestigations of TLECs that received Kansas Universal Fund Support
("KUSF™) to ensure that the Tevel of support received by each carrier was based on its
costs and that 1ts rates were just and reasonable Many of these proceedings resulted n
stipulated settlements with no detailed Nndimgs and conclusions, but sumply a scttlement
that required the company o reduce its draw from the KUSF to ehiminate cxcess
Intrastate carnimgs
JBN Telephone Company The telephone company clmmed a revenue deficiency of
$572.917. but after KCC scrutmy of 1ts costs, JBN cntered 1nto a settlement agreement
that required 1t to reduce trastate revenues by $690,000 annually by reducing 1ts draw
form the KUSF

Wilson_Telephone Company The (clephone company claimed a revenue deticiency of

$142.459, but rcached a scttlement with the KCC that required 1t to reducc ntrastate
revenues by $148,000 |

Craw-Kan Telephone  Cooperauve  The telephone company claimed a revenue

deficiency of approximately $300,000, but agreed to reduce its mtrastate revenues by

$500.000 1 a setilement with the KCC ™

Blucstem and Sunflower Telephone Compantes Bluestem and Sunflower arc subsidiaries

ot Farrpont Communications, a mid-sized holding company ~ Onc of the principal arcas
of contentron was the management serviees agreement between the telephone companics
and the holdimg company/service corporation  The management scrvices agreement

governed the allocation of costs charged to the telephone companies for corporate and



management seivices The Tindings of the KCC are revealing of the types of issucs and

probicms that can be uncovered by a carctful investigation of telephonc company costs,
)

mcloding

o Financiul advisory fees paid to Faupownt’s mvestor/owners for advice on cquity
lnancimg and strategic plannig ol $1 million were allocated to the telephone
companies These were deemed not related to the provision of regulated services

e The cost ol slock based compensation (812 3 million), essentially stock dividends,
was allocated 1o the telephone companies The staff found that “Rate Base rate of
return regulation does not recognize dividends as part of the revenue requirement
determination, thercfore, the inclusion of this charge cffectively provides a return
to the cor%)oratc parcnt and a rcturn or profit above the authonized return, to the
mvestor’

e Some nonregulated subsidiaties (¢ g, Farrpoint Solutions) appeared to receive no
allocation of corporatc costs and some of the proposed allocation factors
effectively resulted 1in no costs being atfocated to many nonregulated subsidianies

Some subsidiaries had zero or negalive cost allocations

e [hstorically, management fee atlocations were based on revenues, which do not
neeessartly reflect cost causation

e [ was left to the Generalb Manager’s discretion to determune which accounts
should be charged the management fees, potentially compromusing the integrity of
the companies’” accounls

The KSS stafl’s 1eccommendation was that only $10 6 nulhon of Fairpoinl’s corporate
cosls should be allocated 1o 1ts operating companies, compared to the $34 2 nulhon
Fairpomt had allocated for its 2000 test year Under the settlement agreement reached
with Bluestem and Sunflower, the (elephone companics were required to reduce therr

diraw from the KUSF to ze1o

Southern Kansas Telephone Company In its review of Southern Kansas® cost studics, the

RKCC uncovered other mgenious attempts a misallocation of costs, including ¥

¢  Southein Kansas claimed deferred income tax assct included the effects of tax
tuming difterences related Lo nonregulated expenscs



e Southern Kansas claimed depreciation expense on plant that had been fully
deprecrated

e  Southern Kansas failed to reflect a known and mcasurable inerease 1n federal USF
for the period when KUSF would be pard and rates would be n effect

e [Payments 1o a consulting group that focuses on lamily relationships and the
dynamics of fanulics working together had not been shown to benefit regulated
ralepayers

In the end, the KCC found that Southern Kansas had over carnings mn cxcess of

$2.828.214

Rural Telephone Company  The KCC found the following transgressions on the part of

Rural Telephone Company
o Claimed more property tax expense than it had actually paid during the test year

o Calculated s depreciation expense on its Jargest outside plant accounts using
depreciation rates i excess ol those permitted by the KCC

¢ Included lobbying and corporate image advertising cxpenses, costs that bencefit
the company, not the regulated ratepayer

As a result of these, and other adjustments, the KCC found that Rural had cxccss

intrastate 1evenuces ol $801,533



California Case Study
The Cabformia Public Unhues Commssion’s {CPUC) Office of Ratepayer Advocates
(ORA) conducted an cextensive audit of the affiliate and nonregulated transactions of

Roscville Telephone Company (“RTC”) and uncovered the following improper

. - X b
allocations ol costs

o RTC’s CLEO, CFQ and thair stafls had aliocated only 8 out of 31,000 hours Lo
afttliatc and noniegulated operations

e RTC’s VP of markcting had done some work for Roscville Cable, but the costs
were not properly assigned to Roseville Cable

o RTC faled to assign any accounting, budgel and finance development cosls and
the revenue accounting manager’s time to Roseville Long Distance.

o RTC had allocated 1ts mioimation services costs based on out of date and
incorreetly developed end user service order, payment and collection factors that
undcrallocated RTC’s computer infrastructure costs to affihates and unregulated

operalions

o The cost of g valuation study related to the transter of RTC’s wircless interests 1o
an unregulated aftfiliate were charged to RTC

o RTC faled to bill Roseville Cable for regulatory costs incurred for Roscville
Cable

o Aliim Monitoring cosls were nappropriately  booked m RTC’s  regulated
accounts

¢ Employce health nsurance costs for an unregulated affiliate were paid by RTC

e RTC had booked the costs of mstitutional and goodwill advertising in its
rcgulated accounts, in direct contravention of CPUC policics

e RTC failed to bill a substantial portion of the costs to cstablish its Tong distance
affiliate to that aflfihate

o RTC charged its wireless affiliate a markel rate for office space rather than a fully
distributed cost based rate as required by the CPUC



o RTC used on outdated factor to allocate land and building costs to 11s
nonregulated activities which understated this allocation and faied (o allocate any
land and building costs to 1ts alfiliates

e The factor RTC uscd to allocate residual general and administrative costs to
affihates was mconsistent with the FCC’s Part 64 Rules and understated the
allocation to aftiliates

e RTC cxpensed its entire sofiware development costs in 1999, contrary to GAAP
(SOP 98-1), even thought the software would be used in future years

These improper allocation of costs resulted in over carnings by RTC: 1n 1997, RTC’s
rate of return was 10 77% 1nstead of the allowable 9 12%, m 1998, RTC’s rate of return
was 11 86% mstead of the allowable 10 14%, and n 1999, RTC’s rate of relurn was

[1 60% insicad of the allowable 10 55%



Washington Case Study
n 1995, U S WEST Communications {(now Qwest) requested a general rate icrcasc
ul over $204 million based on traditional rate of return regulation from the Washington
Utilities and Transportation Commussion (“WUTC™} In 1996, the WUTC rejected the
proposed rale nercase and mstead ordered Qwest to reduce its rates by $91 5 nullion."
Among the relevant lindings and disallowances made by the WUTC were

o Costy related to a major restructuring program were disallowed because the
benefits from the program had not yet been realized and current costs far
exceeded benefits

e Corporate imagce advertising costs were disallowed

¢ The company’s proposcd junsdictional scparation factors allocated excessive
costs to the intrastate junisdiction compared to historical trends

o WUTC disallowed Qwest’s bonuses, Team Awards and Mcerit Awards becausc
the standards used did not benefit ratepayers, especially in light of the company’s
poot scrvice quality record

e The WUTC rejected Qwest’s attempt to use depreciation rates that the WUTC had
recently rejected

o Qwast purchased procurement and warchouse services from an affihate at prices
based on the affihate’s costs plus a return These prices, however, cxceeded the
market prices for such services

e The WUTC disallowed certain R&D costs paird to atfiliates, as thewr potential
benetits 1o ratepayers could not be determined

o Ccrtamn payments to Qhwest’s corporate parent were disallowed because they were
duplicative of functions the company performed itself, were not directly related to
regulated operations, or were for corporate image advertising

e The company faled to refiect the deferred tax etfects of its sale of scveral
cxchunges, sharing of excess carmings, and flow through of the tax consequences

ol 1ts pension asset. resulting m a significant overstatement of s ratc base

* The company failed to synchronize the interest cxpense used in 1ts federal income
tax calculation with the WUTC's allowed weighted cost of debt
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Oregon Case Study

U S WEST Communications (now “Qwest”™) was required to submit a gencral rate

Nlmg to the Oregon Public Utility Commussion ("OPUC™) prior to cxpiration of its

Allcrnative Form ol Regulation (*AFOR™) at the end of 1996 In its revenue requirement

lhng. Qwest requesied an mercase of $28 mmlhon The OPUC made the following
findings -

e The OPUC disallowed a negative (debit) balance in Qwest’s cross bar and slep-

by-step depreciation reserve accounts because the equipment had been retired 1in

1989 and a portion of the amount was duc to cquipment thal had been used 1n
Washington

e  Quwest larled to refleet the reduction i expenses 1t expericnced as a resull ol its
sale of several exchanges

e The OPUC disallowed bonuses paid to Qwest management and exccutives
because these bonuses were paid for achieving corporate financial goals, which
benelited sharcholders, not ratepaycers

e The OPUC disallowed a significant portion of Qwest’s accrual for accident and
damage claims as the company had accrued amounts in excess of actual payments
durmg the test period

e The dircet costs of Qwest’s reengineenng program as well as extraordinary
expenses incurred by the company due to the disruption the program caused in the
company’s operations were disallowed. as the benefits of this program had not

been reahized

On erall, the OPUC ordered Qwest (o reduce s revenue requirement by $97 2 milhon



Idaho Case Study
[n 1996, U S WEST Communmications (now (“"Qwest”) rcquested a general rate
increase for s price-regulated services of $38 million, a 58% increase (Qwest’s request
was later reduced to $15 milhon) from the Idaho Pubhc Utlitics Comnussion (“IPUC™)
The 1PUC staff imitially recommended a rate decrease of $32 nulhon, later adjusted the
deciease to approximately $20 million (many 1ssucs were scttled, typically by sphitiing
the difference between the company and stalf positions) a
Based upon its review ol Qwest’s cost study, the IPUC made the tfollowing
observations

e The company’s claim for payments to affihates was reduced because many of the
payments were not for scrvices related to the provision of basic local service

e Tclephone concession and employee recognition expenses were reduced

e A portion of corporate image advertising was disallowed

e  The company should have amortized 1ts restructurings/rcenginecring cxpenses
over 15 years rather than in onc ycar because the benefits of the restructuring and

reductions would be realized in the fulure

s Qwest agreed Lo lorgo its proposed claim for recovery of its depreciation rescrve
deficiency

e (Cosls related 10 nonregulated services, such as alarm monitoring, CPE and mmate
services, were removed from the company’s revenue requirement

e A substantial portion of Qwest’s softwarc capital leases were not related to the
provision of basic local service but rather supported CLASS and access scrvices.

e The [PUC required Qwest to remove 20% of its fiber mvestment from 1ts rate
hasc because a substantial portion of its fiber was unlit

e Becausc a statf audit revealed that that a portion of 1ts central office cquipment
wis missing (1¢, no longer n scrvice), the company was required to reduce its

central offtee investment

In the end, the IPUC required the company to reduce 1ts rates by $327,000



Vermont Case Study
In 1999, the Vermont Public Service Board (“Board™) imitiated a procceding to
develop the “Vermont Incentive Regulation Plan™ for Bell Atlantic-Vermont (now
“Venvson™) The plan required Verizon Lo freeze rates for its regulated services over the

tive-year lite of the plan while providing Verizon with pricing flexibihty for competitive

and new scervices Prior to implementing the plan, the Board investigated Verizon’s cost
ol serviceaevenuc requisement (o ensure (that the company’s existing rates were just and
teasonable In s Order adopting the plan®™, the Board mude a number of adjustments to
Verzon’s cost of serviee, such as

e The Board rejected Verizon's proposed reduction 1o the amortization peried from
20 years (the period the Board had previously approved at Verizon’s request) to 5
years, as the company had presented no compelling reason for the change

e The company was not permutted to recover its nonrecurring OSS costs related to
providing unbundled network clements as these costs had already been recovered
in wholesale and retatl rates

e The Board rejected Verizon’s proposed amortization of 1ts restructuring costs and
substituted an amount that also reflected Verizon’s imcremental savings from ats
restrucluring program

e Bccause Verizon attempted to recover a portion of its net cosls of 1ts merger with
NYNEX, cven though i had previously claimed that the merger would result n
substantial savings, the Board rejected Verizon's cost estimate and substituted 1ts
own which reflected merger related savings

e The Bourd rejected Verizon’s proposed amortization of merger rclated severance
costs, as 1t was a one Lime, nonrecurring cvent

e The Board reduced Verizon’s R&D costs Lo reflect the effect of its recent sale of
Bcllcore

e Bcecause the company could not explamn why the expenses shown in its financial
reports were higher than its claimed rate case expenses, it was required to reduce
its cost ol service by the difference



e The company was not atlowed to 1ccover 1ts costs of LNP implementation
because the FCC had found these were interstate costs and had developed a
mechantsm for their recovery

Bused upon these transgressions, the Board found that Verizon was over-earming by

approxmmately 523 mullion annually

The Vermont Board has also conducted rate mvestigations of'a number of smaller
FEECS morecent years While these proceeding have generally been resolved by stipulated
scltlements with no specific findings regarding the companies’ revenue requircment
libings, 0 all cascs he scttlement amount s less than the amount claimed by the
company. m some cases considerably  For example, Northland Telephone Company of
Vermont requested a revenue requirement of $3,836,681 but scttled for $3,242,617, a
reduction of 15 5% 7 Sinularly, Ludlow, Northtield and Perkimswville Tclephone
Companies requested a revenue requirement of $4,364,332 while the stipulated amount
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wis $3.827.546. a reducuion of 13 3% " And, Wartsticld-Fayston Telephone Company

requested $13,122,618 but scttled for $11,462,618, a reduction of 12 6% 7



Conclusion
This briet review of state proceedings m which ILEC revenue requirement/cost of

service f1lmgs were closely scrutinized strongly suggests that sinilar oversight of the cost
support submitted by 1ate ol icturn ILECS’ for USF purposes would result i significant
reductions in the s1ze of the high cost fund  Rate of rcturn carriers have strong mcentives
1o recover as much of therr costs from regulated services as possible and, not surprisingly,
they act on these imcentives, especially n the absence of a strong oversight function
And, with the prohifcration of umegulated attilates and services in recent ycars, the
opportumues for cost shitting and cross-subsidization have increased

Clearly, under rate of return regulation, ILECs have the incentive to improperly
atlocale therr costs m a manner that allows them to reahize a financial windfall  The most
common improper accounting practices include the following

o LExcessive charges from unregulated affiliates to regulated operations

e Under or no allocation of unreguiated costs to unregulated operations

o Retired plant treated as still i service

e Depreciation and amortization costs n excess of allowed amounts

e Understated charges from the regulated operation to unregulated aflibates

¢ Accounung misclassitications

e Overstaled expenses and investment

These improper accounting practices were uncovered 1 anticipated state commission
procecdings that the carriers knew would result in close scruhiny of these cost studtes.
Because 1LEC cost studies submutted 10 NECA and the FCC are not subject to much

scrutiny, the incentive and ability for carriers to overstate their costs s signiticantly



higher than in the state commission cost study proceedings  These problems could be

avotded by adopting a FLEC methodology as the basis lor high cost tunding
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